University of Mississippi

eGrove
Newsletters

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1-1-1920

Special bulletin no. 01 (1920, January); Tobacco manufacture;
Automobile tire factory; Profits; Depreciation; Bonus and income
tax; Reserve for relining furnaces
American Institute of Accountants. Library and Bureau of Information

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_news
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Accountants. Library and Bureau of Information, "Special bulletin no. 01 (1920,
January); Tobacco manufacture; Automobile tire factory; Profits; Depreciation; Bonus and income tax;
Reserve for relining furnaces" (1920). Newsletters. 275.
https://egrove.olemiss.edu/aicpa_news/275

This Article is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Newsletters by an authorized
administrator of eGrove. For more information, please contact egrove@olemiss.edu.

American Institute of Accountants
Library and Bureau of Information
SPECIAL B U L L E T I N No.

l

January, 1920
T h e special committee on administration of endowment believes it would
be well to publish from time to time bulletins containing questions received and answered by the Institute through the Library and Bureau of
Information.
Three purposes are chiefly in view in making this decision.
First, the bulletin will give members and associates an idea of the value
and importance of the services which are being rendered through these
agencies.
Second; it will serve to encourage members and associates to ask questions and otherwise avail themselves of the facilities provided by the
endowment fund.
Third, it will give members and associates an opportunity to criticise the
answers sent in response to inquiries.
This last purpose appears to the committee to be most important. In
sending out answers the Bureau of Information does not claim to be
presenting the last word on any subject The opinions expressed are
these of one, two or three accountants of good standing who have set
forth their views in response to request from the Bureau of Information.
The opinions are transmitted under the distinct understanding that they
are purely advisory and in no sense intended to be dictatorial.
T h e committee hopes that all who receive these bulletins will take the
time and trouble to read the questions and answers, and if there is any
point in the latter which appears unsound or not in accordance with the
best practice, it is urgently requested that constructive criticism be frankly
made.
The bulletins will appear at irregular intervals, but it is suggested that
members retain them all, as it is believed that they will constitute a valuable addition to accounting literature. T h e value is accentuated by the
fact that tire questions answered are chiefly not answerable through any
known text-book or other written authority.
T h e questions and answers presented herewith are chosen as representative of the services which the Bureau of Information has been called
upon to perform.
L . S . MILTIMORE,

Librarian
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QUESTIONS AND

ANSWERS

TOBACCO MANUFACTURE
Q . A tobacco manufacturer buys leaf by the hogshead at various prices
per pound, grades it into several grades and uses the different grades for
different brands of tobacco.
For cost purposes, how should graded leaf be priced? Should grade
#4 be treated as of the same price as grade #1 provided it came from
the same hogshead? If this is done, it will happen that a month when
the factory works chiefly on low grade tobacco may show a loss while a
month when it works chiefly on high grade goods will show an abnormal
profit. If the grades out of the same hogshead are treated as of different
prices, how should those prices be determined?
A . W e should assign differing prices to the several grades, based on
the scale of selling prices of the various brands into which the several
grades enter, although this might not be necessary for a small business:
Illustration:
Hogshead c o s t . .
.
a
Grade 1—lbs. @ e x a=b
h
Grade 2—lbs. @ f x a=c
h
Grade 3—lbs. @ g x a = d
h
etc., etc., etc.
Total.........a
Average selling price of b r a n d s :
Into which grade 1 enters
"
2
"
3
"
Total
.
Prices of t r a d e s :
e x a=price of grade 1
h
f x a=price of grade 2
h
x a=price of grade 3
h
etc., etc., etc.

a
e
f
g
h
—

TAXES
Q . Depreciation charges, deducted from income, reduce the amount of
income tax. At the same time, they reduce the "invested capital," and
thereby increase the excess profits tax for the subsequent years.
At what point, in any given set of conditions, is a reduction of inCome tax, by means of depreciation, offset by an increase in the excess
profits tax, over a series of years, based on 1917 rates of taxes?
A . W e are furnishing a table which, under certain stable conditions,
will answer the question.
T h e conditions assumed a r e :
1. T h a t any dollar deducted from the income tax return will con2

tinue to be deducted in future, (which assumption involves the continuity of
life of the object, and a flat rate of depreciation.)
2. That the invested capital will not vary from year to year except
in so far as it is reduced through depreciation.
3. T h a t the net taxable income will not vary from year to year.
4. That the rates of taxation will continue to be those in effect
in 1917.
5. That the percentage of invested capital allowed as a deduction
will be 8.
Under the above conditions, the problem admits of an arithmetical
solution.
In column 1, there are set forth the years which would elapse before the yearly increase in income and excess profits taxes, due to the
decreasing capital, resulting from depreciation charges, would equal the
decrease in income and excess profits taxes, due to deductions for depreciation.
In column 2, there are set forth the years which would elapse before the total increases in income and excess profits taxes, as above, would
equal the total decreases, as above.
W H E N THE INCOME SUBJECT TO
EXCESS PROFITS TAX IS

COLUMN

Less than 15% of invested c a p i t a l . . . . .
17.4
From 15 to 20% of invested capital...
14.3
From 20 to 25%
. 10.5
From 25 to 3 3 % . .
8.5
Over 3 3 % of invested c a p i t a l . . . . . . . . . . . . . . . . . . . 6.6

1

COLUMN

2

33 8
27.6
20.
16.
12.2

It must be emphasized that the conditions assumed are purely
theoretical and would in all probability never occur in actual practice. A
formula applicable to all conditions and controlling all variables would
be exceedingly difficult, if not impossible, of preparation.
AUTOMOBILE TIRE FACTORY
Q . W h a t units of cost in an automobile tire factory are customarily
obtained?
W h a t segregation is desirable for prime costs?
W h a t special features should be provided for?
A . With the exception of the finished products and of the curing room
operations, the unit of cost is usually per pound. The unit for the finished
products is per casing and per tube respectively, while for the curing
room operations, which are strictly a process, the cost unit is per heat hour.
The main ingredients entering in the manufacture of automobile
inner tubes are rubber and chemicals. The casing consists mainly of rubber, chemicals, fabric and beads. Such miscellaneous materials as cement,
valves, etc., need not be shown separately in preparing a statement of prime
cost, but may be grouped under the heading of miscellaneous materials.
Of course, all productive labor should be shown preferably by processes.
The features that should receive special attention are recutting of
moulds, treatment of cloth wrappers, shrinkage in weight of rubber after
3

drying, the accumulation of compounds and the stabilizing of raw rubber
costs.
A . T h e following suggestions are made in answer to an inquiry re costfinding for an automobile tire factory. However, we would like to caution
the inquirer that the question is so vague, and that there is such a wide
range in the methods used in large and small tire factories, that it is rather
hard to give other than the most general answers.
W e are assuming that the factory under consideration is a small one
and will treat the problem accordingly.
Units of cost:
1. WASHED RUBBER. As a general rule the crude rubber is received at
the plant in two conditions: one ready for immediate compounding and
milling; the other requiring washing in order to take out the dirt and
foreign substances before the rubber can be milled.
It will generally be desirable to keep a separate classification for
washed rubber, which of course would represent the cost of the crude
rubber plus the expense of washing. There will be a less incurred in this
process which will further increase the u n i t cost. Rubber, after being
washed and given a cost per pound determined by the resulting weight,
would then be similar for manufacturing purposes to rubber received
which does not require washing.
2. MILLED PRODUCT. T h i s is the result of mixing the crude with the
Various chemicals in order to produce the desired compounds. This classification should be divided according to the various compounds resulting
from the milling process. There will also be some loss in weight during
this process, which must be considered as further increasing the unit cost.
3. CALENDERING. In some cases calendered stock would be pure rubber
which has been milled only to the extent of preparing it for the calenders.
In most cases, however, it would consist of compounds which were being
rolled down to the required weight and thickness for tubes or treads. T h e
calendering will also produce what is commonly known as friction fabric,
being the result of passing the fabric through the calenders and covering
it with the compounded rubber. A separate classification should be kept
for each different product resulting from this process. In some cases this
calendered product is cut to size at the same time it is rolled to the required thickness. When this is done, it might be advisable to keep the
records according to the size of casings or tubes which were to consume
this cut product.
4. CASINGS. Casings would naturally be kept according to the various
sizes and styles of casings.
5. TUBES. Tubes would naturally be kept according to the sizes and
kinds of tubes
Segregation of prime costs:
Prime costs will naturally follow the same groupings as outlined
above for the units of cost in the case of the washing, milling and calender
departments. Prime costs are generally kept according to the kinds of
stock handled, because the stock resulting from these operations may be
used for various kinds of tubes or tires to be determined after the stock has

left the department. These groupings would result in unit costs including
the material, labor and factory overhead. When this material is sent to
the tube and casing department, the simplest way would be to carry it into
these departments at these unit costs in the same manner as though it were
raw material.
The costs of tubes and casings can very easily be separated according to the kinds and sizes produced.
Special

features:

Providing for special features is the hardest question of all to
answer because it depends so largely upon both local conditions and the
experience of the accountant installing the cost system—and probably more
upon the experience of the accountant than anything else.
One generally recognized difficulty in cost accounting for rubber factories is that caused by the fluctuations in the price of raw material. It will
probably be understood that purchases, especially of crude rubber, are
made from day to day according to the market quotations in much the same
manner that wheat is purchased for a flour mill. Skillful buying on t h e
part of a rubber manufacturer often has as much to do with success as
does economical manufacturing.
It is obviously necessary to charge the, cost at some more or less
fixed price for raw material if any uniformity and possibility of comparison is to result. This is generally done by establishing a price which
represents what the company expects to pay for these materials during a
certain period and charging costs at this established price. A ledger account can be carried which might be termed "Fluctuation in raw material,"
which would take care of the difference between the established prices and
actual market prices. Of course this account would be a profit and loss
element which should be taken care of not only when the books are closed
but when making monthly statements.
Another thing that will require special attention is the loss in the
weight of raw materials, and more especially in the weight of the rubber
during the washing process. T o get accurate results, it is generally necessary to weigh the rubber both before and after washing, so that a correct
cost may be obtained which can be carried forward into the succeeding
processes.
The compounding room should not present any special difficulties
because all compounds are the result of very exact formulas which in a
well-regulated factory would furnish a satisfactory basis for crediting the
raw material accounts and charging costs.
There will naturally be an amount of scrap produced in cutting the
calendered material for the use of the casing and tube departments, but
this should present no difficulty if credited to the costs at the scrap value
of this material.
PROFITS
Q . Company " A " makes an operating profit of $250,125.50.
Company " B " is entitled to 50% of that operating profit provided
that in making the division Company "B's" proportion shall be reduced by
bearing an equal proportion with Company "A" of the war profits tax
5

(80%) plus income tax, which shall be levied on the operating profit less
the war profits tax.
H o w much does each company get? W h a t is the algebraic formula?
A . Premises.
(1) Company B is entitled to one-half of Company A's operating
income less income and war profits taxes.
(2) B's share of such profit when paid or accrued becomes a deductible expense to A.
(3) A is subject to war profits tax of 80%.
(4) T h e income of Company A during the pre-war period (19111912-1913) is less than 10% of its invested capital for such period or Company A was not in existence during the whole of any one of the years
1911-1912-1913.
Formula.
a = Net income before taxes.
b= W a r profits tax computed before considering B's share of profits
as an expense.
c= Income tax computed before considering B's share of profits
as an expense.
d= B's percentage of profits.
x= Net income on which B's percentage is to be computed.
a-b-c=x—.824 dx.
DEPRECIATION
Q . Please be kind enough to inform us what are the standard rates of
depreciation on machine shop equipment of the various classifications
such as
Boilers
Engines
Motors
Lathes
Automatic screw machines and other automatic machines of a
similar nature
Shafting and power transmission
Special tools, including patterns, etc.
T h e equipment in question is used by a machinery manufacturing
concern which manufactures machines of an average weight of about
fifty pounds. T h e motors consist largely of one-half to one horse-power
equipment and many of the lathes and automatics are Browne & Sharpe
equipment.
A . Subject to variations which may be called for by particular conditions
of which we have no knowledge, we suggest depreciation rates as follows:
1. Boilers. If water tube boilers, use a rate of 5%, and if fire
tube boilers a rate of 7 ½ % per annum.
2. Engines. If low speed engines, use a rate of 5%, and if high
speed engines 7 ½ % .
3 . Motors. Inasmuch as the motors are stated to be largely from
one-half to one horse-power, a rate o f 10% is recom6

(

mended.
sufficient
of 7½%,
a rate of

For large motors, a rate of 5% is probably
and for motors of medium horse-power a rate
but for small motors such as those indicated
10% is advisable.

4. Lathes.
5. Automatic screw machines and other automatic machines of
similar nature.
W e note that these are Browne & Sharpe machines and therefore of good construction. Nevertheless a rate of 5% is recommended for the lathes and 7½% for the automatic screw machines and other automatics.

6. Shafting and power transmission. 7 ½ % .
7. Special tools, including patterns. Write off any expenditure on
these as it is incurred unless their future use is practically assured. In the latter case, write off at least in the proportion
which the present use bears to the assured future use.
All the above rates are intended to be computed on the original cost
and not on the decreasing values from year to year. They also call for
the charging of all repairs and renewals to expense and not to depreciation
reserves.
BONUS AND INCOME TAX
Q. Should income and excess profits tax be deducted before computing
a bonus when the manager of a company is to have 25 per cent of the
profits and the company 75 per cent?
A. W e have received the following answer in regard to your letter.
"In my opinion income and excess profits taxes should not be deducted in such a case unless there is a provision in the agreement with
the manager which specifically directs that such taxes shall be deducted.
In levying- taxes of this character, especially the excess profits tax, it is
apparently the theory of the government that it is taking a part of the
profits, or in other words, that it is asking the taxpayer to share his profits
with the government. These taxes, therefore, are not ordinary expenses,
such as would be deducted as a matter of course determining the profits
in which the manager of the company would share."
R E S E R V E FOR R E L I N I N G F U R N A C E S
Q. Will you kindly advise us as to the rate per ton on production of
pig iron used by furnaces in setting up a reserve for refining furnaces.
A . W e find that about 30 cents per ton is the average rate used by steel
companies as a provision for relining blast furnaces. T h e rates before
the war were very much less than this and probably averaged 15 cents per
ton. The increase in the past few years has arisen on account of the high
cost of refractories, labor, etc.

